NEWPORT LEGACY SEOUL KOREA: THE NEXT EMERGING 
MARKET CRISIS COULD COME FROM CHINA 


Newport legacy wealth management Seoul Korea thanks 
"Patrick Commins" https://www.afr.com/ for 
reproducing the following article. 


Despite some dramatic moves in the currencies in 
countries such as Argentina, Turkey and Brazil, a broad 
EM crisis looks unlikely. In fact - and famous last words, I 
know - investors may need to get used to the fact that 
emerging markets are, as a whole, a lot less volatile than 
they used to be. 


That said, the scene in recent months has looked like a 
depressingly familiar one: a sharp and unexpected lift in 
US rates boosted the dollar and sparked a big inflow out 
of EM assets as global investors repatriated their money 


en masse. 



There were echoes of the so-called "taper tantrum" sell- 
off that struck almost exactly five years ago. It, too, was 
driven by fears of financial tightening in the US and hit 
emerging markets particularly hard. In our region, the 
sharp devaluation of the Indonesian rupiah and rushed 
response of the central bank over the past fortnight 
created fainter, yet still insistent, echoes of the Asian 
financial crisis. 


This is the worst case scenario; a full-blown debt crisis, 
which usually follows this script: emerging market 
currency falls, causing corporate debt to blow up, causing 
stress on the economy, causing further fall in the 
currency, and so on. 


The reality, at least so far, is a lot more benign, 
particularly in our region. 



During the taper tantrum the Indonesian rupiah - the 
focus of much recent attention - plummeted by around 
25 per cent between May 2013 and February 2014, on 
Bloomberg data. 


Malaysia's ringgit slumped 12 per cent over the same 
timeframe. This time around it has been Indonesia which 
has once again come under pressure as billions of dollars 
have fled the country's financial markets in recent 
months. But the response has been much milder. Since 
February the rupiah has dropped only 4.4 per cent. 


More broadly Asian currencies as a group have only 
dropped 2 per cent against the greenback since the end 
of January, according to the Bloomberg JP Morgan Asian 
currency index. 


The common cause of EM countries' debt crises of the 
1980s and 1990s was a rapid build-up of external 
liabilities. The health of their financial systems thus 
became dependent on keeping the confidence of foreign 



investors. And the fact that these vulnerabilities were 
spread across the EM universe meant that once 
problems appeared in one economy, they quickly spread 
to the others. 


During the taper tantrum the Indonesian rupiah - the 
focus of much recent attention - plummeted by around 
25 per cent... 

During the taper tantrum the Indonesian rupiah - the 
focus of much recent attention - plummeted by around 
25 per cent between May 2013 and February 2014, on 
Bloomberg data. Dimas Ardian 

This is how a devaluation in the Thai baht in 1997, which 
at the time accounted for just 0.5 per cent of world GDP, 
proved to be the trigger for a wider Asian financial crisis, 
point out Capital Economics economists Neil Shearing 
and William Jackson. 


"It also explains why investors are understandably 
nervous that recent events in Turkey and Argentina could 



presage broader problems in emerging economies/' 
Shearing and Jackson write. 


In a similar vein, the talk in 2013 was of the "fragile five" 
countries, all of which featured large and climbing 
current account deficits. They were India, Indonesia, 
Brazil, Turkey and South Africa. These were also the 
economies which suffered the largest falls in asset prices 
and were the only ones to lift interest rates. 


So far, aside from Argentina and Turkey, the fall-out in 
emerging markets has been limited. 


A rally Friday, sparked by Yellen's reassurance that 
turbulence in emerging markets won't harm growth in 
the US, was ... 

A rally Friday, sparked by Yellen's reassurance that 
turbulence in emerging markets won't harm growth in 
the US, was snuffed out by the selloff in biotechnology 
shares. AP 



Our region has been particularly resilient, even taking 
into account the billions in dollars pulled out of 
Indonesia's capital markets. Asian currencies as a group 
have only dropped 2 per cent against the greenback 
since the start of February, according to the Bloomberg 
JP Morgan Asian currency index. 


That compares favourably to the 7 per cent drop in Latin 
American currencies. Indonesia's rupiah has been the 
hardest hit in our region, falling 4.4 per cent. But swift 
action from Bank Indonesia looks to have stemmed the 
outflows and steadied losses in the country's currency, 
equity and bond markets. 


So why have emerging Asian economies remained so 
resilient? 


For one, balance sheets generally look a lot more robust 
than they were even five years ago. 



Aside from Argentina and Turkey, the fall-out in 
emerging markets has been limited. 

Aside from Argentina and Turkey, the fall-out in 
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In emerging Asia, only Indonesia, India and the 
Philippines are running current account deficits. 
Indonesia's deficit of 2.5 per cent as a portion of GDP is 
the largest but hardly massive and much improved from 
more like 4.5 per cent during the time of the taper 
tantrum. Growth is robust, and inflation is contained 
across the region. 


If large external liabilities were the cause of past crises, 
its useful to have an idea of where the vulnerabilities lie 
in the emerging market world. The Capital Economics 
team add up current account balance to a country's 
external debt that is due to mature over the next 12 
months. They then express that as a percentage of 
foreign exchange reserves to gauge an economy's 
external financing needs against its foreign currency 



assets. At between 140-150 per cent, by this measure 
Turkey and Argentina have "by far" the highest ratio, 
which explains why they have been hardest hit. 
Indonesia has the highest ratio in Asia, but is under 60 
per cent. 


As a whole, EM foreign exchange reserves sit at $US6.6 
trillion against well below $US1 trillion in the 1990s, on 
CBA numbers. The South East Asian region overall has a 
current account surplus. 


Not only are fiscal positions more sustainable, there have 
been several other positive developments in recent 
decades. Inflation targeting has improved monetary 
policymaking, currencies have been floated, and financial 
sector regulation has blunted the growth of foreign 
currency debt, particularly to households. 


In emerging Asia, only Indonesia, India and the 
Philippines are running current account deficits. 



In emerging Asia, only Indonesia, India and the 
Philippines are running current account deficits. AP 

Indeed, crises are much less common than they used to 
be. 


In the 1980s there were 88 instances of financial crises 
across the EM world, Capital Economics counts. In 
the '90s there were 114. In the first 10 years of the new 
millennium the number had dropped to 33, and so far 
this decade there have only been 17. 


That's not to say that higher US rates and a stronger 
greenback can't pressure EM asset prices. They can, and 
probably will over the next 12-18 months. But it likely 
won't be enough to tip a sell-off into a full-blown crisis. 


Which means investors should look elsewhere for the 
trigger for an EM meltdown. Unfortunately, we don't 
need to look far. 



China's economic transition from growth model based on 
a credit-fuelled, investment-led economy to a more 
sustainable one focused on consumption and services is 
probably the biggest wildcard for the global economy. 
The country has accumulated a mountain of debt in its 
pursuit of growth, and much of the debt has been hidden 
in the shadowy non-bank sector. 


In a recent speech, RBA governor Philip Lowe said: "If a 
major economic shock were to originate from China over 
the coming years, its origin is most likely to be in the 
Chinese financial system." 


"It is too early to tell whether the authorities will be 
successful in managing the transition from a growth 
model heavily dependent upon the accumulation of debt 
to one where credit is less central," Lowe said. "It is a 
very significant task." 


If China is the biggest risk, then investors might be wise 
to assess EM risk through this lens. It is instructive to 



note, then, that while balance sheet weakness 
determined who suffered the worst during the 2013 
taper tantrum, commodity producers - Brazil and South 
Africa (again), but also Malaysia and Russia - suffered 
most when China fears flared up in late 2015 with the 
botched devaluation of the renminbi. Australia, of course, 
would not be spared. 


Indeed, crises are much less common than they used to 
be. 

Indeed, crises are much less common than they used to 
be. Peter Braig 

All of which to say that while climbing US dollar rates 
have caused predictable pain across emerging markets, 
the next crisis will be made in China, not North America. 


These are not your parents' emerging markets. 



China has accumulated a mountain of debt in its pursuit 
of growth, and much of the debt has been hidden in the 
shadowy... 

China has accumulated a mountain of debt in its pursuit 
of growth, and much of the debt has been hidden in the 
shadowy non-bank sector. Reuters 



